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Real wage unemployment

Average (real)

wage rate
s 1 AS,

AD

L

0 : : + Number of
workers

Real wage unemployment occurs when a trade union, or the
government, raises the wage rate above the equilibrium, from
W_to W,. There is unemployment of Q,Q, where the AS of
labour exceeds the AD for labour.

Demand deficient unemployment

Average (real)

wage rate
4 AS

AD
Y Number of

workers

o, 0

Demand deficient unemployment occurs when the demand
for labour falls from AD,_to AD,,, but (real) wages remain atWw,
rather than falling to W,. There is unemployment of Q.Q..

Cost-push inflation

Average price
level ($)

Real output (Y)

When there is an increase in the costs of factors of production,
such as wage increases or increases in oil prices, then firms’
costs are pushed upwards, the SRAS curve shifts from SRAS, to
SRAS., and the average price level rises from P to P,. This is
cost—bush inflation. Real output also falls from Y, to Y,.

Demand-pull inflation

Average price
level ($)

4

0 - 5
Y, Y, Real output (Y)
—_—

An increase in AD, caused by a sustained increase in any of the
components of AD will shift the AD curve from AD, to AD,, and

the average price level will rise from P, T P,. This is demand-
pull inflation. In this case, real output increases from Y, to Y,

o

You should be able to evaluate:

the consequences of supply-side policies

the effects of an increase or decrease in interest rates

the view that controlling inflation should be the main objective of governments

whether inflation or deflation poses the greater economic problem

whether demand-side policies are the most eflective way to reduce unemployment

the policies used by a government to reduce income inequality.

Remember to make reasoned judgments or conclusions.

The following is a typical question from
paper 1 part (b) and you should spend
approximately 35 minutes on if.

highest priorily.

First, you need to identify what the question is asking you to
evaluate, which in this case is the proposition that the control
of infiation is more important than the achievement of other
economic ohjectives,

So now you should begin by defining terms, in this case
inflation. Then you should identify the main economic

aims of governments: low inflation, low unemployment,
economic growth, a current account surplus, and an equitable
distribution of income.

Now you might introduce the consequence of inflation and

the problems that it causes. You might then do the same with

unemployment and a persistent current account surplus.

s Major macroeconomic issues facing countries
» Inflation

e Unemployment

«  Economic growth

= Balance of payments

= Equity

Evaluate the view that governments should make the control of inflation their

15 marks

[Taken from SL paper I May 2007/

You might look at the possible relationships between the
economic objectives, such as controlling inflation leading to
increasing unemployment (a trade-oft), as well as low inflation
helping to achieve economic growth, a current account
surplus, and a more equitable distribution of income.

Now evaluation can take place. You might compare the
arguments for and against controlling inflation instead of
other aims and then decide that the arguments for are more
weighty than the arguments against, since inflation can literally
destroy economies, such as in Zimbabwe, whereas the other
problems, while bad, do not affect everyone to the same extent
and do not cause such long-term damage to the economy.

= Infiation

= Unemployment

«  Economic growth

»  Balance of payments
*  Equity

« AD and AS diagrams to represent inflation, unemployment and economic growth outcomes
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'l'his rans'\\.!.é'r _ac'h‘ievéﬂ 3/15

The student failed to define infiation

in part (a) and did not do'so here.

Statements about controlling

inflation are made, but not
explained, and'then the student hegins to
discuss ways of controlling inflation. The
last part seems to imply that controlling
inflation would lead to an increase in real
GDP, which is incorrect.

The student makes a statement
regarding the benefits of inflation,
without having identified them, and
then makes an unsupported assertion.

IF a government was fo make controlling inflation their main priority, and if Theg were To achieve 1,
they would find the currency more stable, the economy as whole more stable and also make the
balance of payments equal To one another without government infervention. However, to bz able to
achieve this, the government would need o cut the power.ﬂ? frade unions tn order To prevent an
increase in workers wages. The government would also have fo subsidise big producers so that their
supply does nof decresse and cause prices o rise. If the government wished fo make inflation confrol
the highest priority then they would also need o influence consumption and demand as this will lead to
an increase in real GOP.

The benefits of controlling inflation are great, however 1 believe the methods fo gef there are fough fo
achieve and very time consuming, 5o all in all T do ot believe this view to be followed by governments

world wide.

inflation
need to do
then pro

of the consequer
some, if rather b
| although the comr

Controlling inlation is one of the economic goals in macroeconomics. Thera are hlgh cosTs associated
with inflation. Firstly, there are menu costs, the physical costs of confinuously changing prices and the
resulting inefficiencies. Secondly, there are shoe leather costs, as wages will have fo be spent right
away before money loses its value. Adding fo these pmblems i the likely current account (record of
visible and invisible frade and net income From abroad) deficit and thus an wnsustainable Balance of
Payments disequilibrium. For developing countries in particular this is problemafic dueto the
deteriorating ferms of trade (TOT). Tt will not be possible for them to grow and develop through trade
because their main exports are relatively price ielastic, decreasing export revenue, as the TOT fall.
Tnflation adds to this proHem bg widening the current account deficit,

Furthermore, hicjh inflation will lower the use of money and there may be a bﬁrfermg economy,
where profitable large fransactions become ditFicult. There will be a fall in confidence in the banking
system because money is continually losing ifs value.

The diagram is incorrect. There has
been no change in the gquantity andy/
or quality of factors of production
and so the production possibility:
frontier (PPF} would not shift.

There is confusion here early in the

answer, There is no justification in

the claim that “AS is likely to fall”.

However, the later explanation
relating to “winners from inflation” is
valid.

B\ The student does not specify direct
t‘* taxation. =

Therefore there will be inefficient barter and saving, which leads 1o & Fall in the paTentiaL oufpui of the
gconomy, as the Producﬁtm pu.ssibLliTH frontier (PP-F) diagmm shows. The poTenTLal oufpuf now ont}j
lies at curve 2, viof 1.

The most imporfant problem due o inFlation is, however, the uncerfainty that wil syreﬁd through the
economy. Firens will not be able to p{an ahead and calculate the costs of their Praducﬂon. Therefore
they will nof be able to invest.

W
A % S,

Price level

? A =
real GDP ;@ Q.

AD vl fall, and as Firms also employ less, thare is likely to be more unemPlogmenT because wages are
sllding dovmwards, ﬂ’lélj stay aTWI. lea&ing fo un@mplogmenf from Qz fo Q_‘. Ailso A5 s 1i|<eh:’ fo

fall, confribufmg to a Fall in real GDP, as the costs of Producfion rise. Therefore inflation will cause an

aconomic recession. These reasons suggest that governments should focus on reducing inflation. On the
ather hand, there are also winners from inflafion. Those paople thaf were in debt and have borrowed
will pml':i[ as the value of mangy and thus the value of their debt Falls. IF domestic Firms have
borrowed Theg may also proFLT From inFlation. This could encourage them To invesT more, increasing

app @rowfh.

A Furthar FmHem with combaﬁing inflation is the detrimental effect d_eFlaTianarg monelary and
Fiscal policy can have. TF taxation s raised, for example, AD will Fall leading fo less inflafion.

A5

g Pi ___________
Bl s
- ': AD,
L AD,
R N . S0 ¥
Yo G poal 0P
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Not an evaluative conclusion. One s
left asking the question “Why?". No
reasons are given for the assertions.

T)

But this also means that paople have less income, and that real COP will fall. TF the rise in faxation is
rise via the value added tax only the poor will fruly be hit because the money they lose is a greater
proporfion of their income. This seems rather unfair. SLmllarlg, on\g the rich will Tr‘ulg proFLT froma
rise in inferest rates, because Thewj have greafer wealth to save, whereas the poor and worse educated
are more likely fo becorme unemployed in a recession and will ot make a lof of profit due fo inferest
vates. There are, thereFare, a nurmber of difficulties and detrimental eFfects of the tools the

govemmem can use To control inFlation.

Tn conclusion, T would nevertheless say that inflation is the main problem in an economy.
Giovernments should control it, even iF it is FamFul to do so af times, because if Theg do nat then the

abbeets of inFlation will be worse than those of an infervention.

Tnflation in an economy can be caused by lower exchange rafes and lower interest rates. This in furn

CaUSES 1m|aor'fs to become more expensive and exports fo become lass Expensive. While having less
expens‘we exporfs mighf make the domestic Proc{ucers of ex‘por{s more compeﬂfive‘ expensive imporrs
can lead to pressure on domestic Producers, which can then cause unemptogmen’( as Theg try fo save on
Factors of producﬁan. U\nemplogmenf ts when the number of people will‘mg and able to work exceeds
the number of jobs available. Factors of pmducﬁon include land, \abor, wpﬂal, and management.

Problerns with inflation arise especiallg with cost-push inFlation, bacause this kind of inFlation means a
recassion in the economy, which will cause the economy fo become less compefifive and uiﬂmafe\g
unstable. This can then lead to unrest in the country and dissafisFaction with the government which
would be voted out of office.

B

The grearesr Pmblems, however, arise From an inFlation spiml, drawn below.

Ny
S

rice level (€)

EX

Pasin

Avemge p

NaTiomTo/quuf

255 can be seen above, emp\mjmen'( is nol rising propor’(ional 1o LnHaTLon, causing nol unlg employmen[
pmblems but also ‘msTab[lifH. The prices soar and can change very cluickhj, thus leading fo a sifuafion
similar to the one in Zimbabwe where s%nps have 6 different price for goods almost every dmj and
where money has lost near\g all value. This is not owlg bad for the gconomy, but also For the
government since many people will be dissatisfied with the government, causing civil unrest and
perhaps even civil war.

The other main thing which the government will have to worry about, unemployment, is less serious
than inFlation. This is because there will a{wmjs be some People who are unempluged‘ and Frictional
and seasonal unemplogmenf exist in all economies at any one fime. Frictional unemptogmenf is where
people leave ﬁle‘J and then Spend some lime unemploujted while {ooking for anoTherJob (due fo amony
other fhmgs‘ mafernirlj leave>. Seasonal unemplogmenf is when emp[mjmenT depends on the seasons of
the year (e‘g. ski instructors in the summer). Thus, there s less the governmenT can do about
unempiogmem and i1 is nof as hig!’l G prioriﬁj as inflation (mﬂess unemp{ogmem i3 exceedlnglg High).

Inflation, on the other hand, has a far more direct inFluence on trade due to ifs effects on inferest
rales, exchange rates, and a%regafe demand. The governmenT can choose To cure inFlafion bwj either
dernand or supplg side pohcies. Demand-side pohcles are 9enemng more eFfective because fheg take
less time o execute and have an effect on the economy. There are two demand-side Pohcies, monemrg
and Fiscal policies. Monetary policies involve inferesf rates and fiscal policies involve taxes. IF the
inferest rale is made thher, then there will be 4 thher exchaﬂge rate, which leads o expors be‘mg
more expensive, which then leads to less AD, shown below.

o
N
N
The efFfect of 5/,.
higher inferest rafes =y ‘l
on inflation =
S
g
2
<

National oufput

The onlg Pm!ﬂlem with this is that it MGy cause unempiogmenr pmiﬂlems. Rmsing taxes will also have a
similar effect on AD, as peaple will spend less and AD will therefore shift ta the left. The safest of the
two policies i probalﬂlg the monelary policg, since raising Taxes will not make the government more
popu[ar, and it is also the polimj most used in reahtg‘

T any case, governmens should make the control of inflation their highesr prioriTH
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The following is a typical question from
paper 2 part (d) and you should spend

Indonesian central bank raises interest rates to slow down inflation

First, you need to identify what the question is asking you to
evaluate, which in this case is the effects that high interest
rates will have on the Indonesian economy.

You could define interest rates and then explain that interest
rate changes are a form of demand-side policy. You could then
define demand-side policies, explaining that they are used to
shift the AD curve. ‘

Now you may draw an AD and AS diagram showing a shift of
the AD curve to the left, a fall in the average price level and a
fall in real cutput.

Now you can explain that the higher interest rates will lead to

You can use paragraph 1 to explain that there should be a fall
in inflationary pressure; you can use paragraph 6 to discuss
the implications of falling investment on economic growth.

Now evaluation can take place. You might compare the
different outcomes: lower inflationary pressure, lower
economic growth, and likely increases in unemployment, and
then give a judgment as to whether the control of inflation is
worth the loss of growth and employment. You might use the
argument that inflation is worse than any other economicill,
because it can destroy economic systems and so the higher
interest rates are justified. You might compare the internal
effects on the economy and the possible effects externally of

approximately 15 minutes on it. © On Tuesday, Indonesia’s central bank tightened monetary policy for the a fall in consumption, as consumers borrovx.r Ie:-ss, save more, a higher exchange rate making a judgment as to whether the
third time in five weeks, raising the country’s base interest rate to 11.0% and thus purchase less. There will be a fall in investment, as control of inflation is worth the problems that will occur with
as it struggles to keep control of inflation. The inflation rate is predicted to firms borrow less, and thus invest less in new capital. There net exports.
rise after a huge increase in fuel prices last month. The Bank of Indonesia will be an increase in the exchange rate, as short-term fu nds
Governor told reporters that the aim of the interest rate increase “is to enter the country attracted by the higher interest rates, as
cool down the temperature of the economy”. He indicated that further implied in paragraph 2.
interest rate rises are possible.
® Since it was introduced on 5 July, the Indonesian base interest rate has
been raised four times to follow the increase in the US Federal Reserve’s
rate, to stop the continued fall in the value of the Indonesian currency, the . Monetary policy o Interest rates
rupiah. : . .
»  Economic growth «  Demand-side policy
® The State Minister for National Development Planning warned that _ , ‘
inflation may grow to 12% from 9.06% year-on-year in September, the * Inflation +  Monetary policy
highest level in 33 months. As well as the fuel price rise, the depreciation = Unemployment
of the rupiah against the US dollar has added to inflationary pressures. S
@ Pricesofconsumer goodsand basic commoditieshaverisen uncontrollably
since the increase in fuel prices. Producers and dealers of motor vehicles,
electronics and food have raised prices by significant amounts.
® Food prices and transportation fares are very likely to double before the _
Muslim fasting month that begins Wednesday this week. * ADand AS diagrams
® “I think that the central bank is being responsible, especially when it

looks like the inflation rate is about to rise,” said a vice president of
regional economics at CIMB-GK Research. He said “inflation could rise
to 15% in October from a year ago. However, the interest rate increase
will stow down economic growth. Now the best-case scenario is around
5% growth over the next 12 months.”

|Source: adapted from The People’s Daily, 4 October 2005]

Using information [rom the text and your knowledge of economics, evaluate the

The student does not define terms
and mentions cooling down of the

economy, but does not explain/how
this happens and does not use a

The higher inferest rates on Indonesian economy will cool down the economy over heating or af least
slovy down. By the contract securing policy, the spending will be discouraged however, the oil price rise
is a overseas sector which can cause cost push inFlafion. When cost-push inflation starts, the monefary
policy can not reduce the effects.

likely effects of higher interest rates an the Indonesian economy.

diagram. The student goes off the topic
\with the comments regarding cost-push
inflation.

8 marks

[ Taken from SL paper 2 November 2007]
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The following is a typical question from e
paper 1 part (b) and you should spend
approximately 35 minutes on it.

Remember that the question often offers key words to
guide you. In this case, the hint is “the priority”. This
should make you remember that governments have several
objectives and your task will be to evaluate the relative
importance of those different objectives to determine
what the priority should be. Essentially, the question

is asking you to decide whether the priority should be
the maintenance of low unemployment, or whether it
should not be. You should explain the different goals of
governments, discuss the trade-offs that may exist, and
come to your own conclusion. Remember that there is
not one correct answer, but you will have to justify your
conclusions with the relevant economic theory.

One obvious approach here would be to look at the
consequences of the different objectives, especially
unemployment and inflation, and to attempt to evaluate
which is the more damaging to the economy and so which
needs the higher priority in terms of control.

Don't forget to include current real world examples that
you have learned. Ideally, you will be familiar with some
policies and statistics of a particular country (possibly, but
not necessarily your own) and you should integrate them
into your answer.

The student attempts to answer the
question witheut'explaining anything
first, whichiis always a mistake. No
definitions are offered. The Phillips
curve is introduced, but not explained!

60

(E__\_{@lgfé)[he proposition that the priority in economic management should be the
maintenance of low unemployment.

15 marks

[Taken from HL paper 1 May 2007]

f » Main objectives of economic management
*  Growth

= Low unemployment rate

» Low inflation rate

Positive balance of trade and eduity

The concept of yielding priorily in an economy fo the reduction of unemplmjmem is not that wise.
Dapending on the economy or the country for that matfer is how one should priorifize things in an
aconomy. IF low unemplogment was the Focus of an economy, that same economy would be

bombarded by high inflation as per the Phi“ips’ Curve.

* [Economic strategies available to governments

.

«  Whatever goals of economic management and
whatever economic strategies that you introduce. In
this case, at the very least unemployment should be
defined, since it appears in the question.

* Macroeconomic diagrams, such as short-run and long-
run AD and AS diagrams.

A short-run Phillips curve is drawn,
but not accurately, It should cut the
herizontal axis at the natural rate of
unemployment.

The student introduces the vague
phrase, “a healthy relationship
between unemployment and
inflation”.

A poor diagram; with an inaccurate
curve and a lack of actual figlires on
the axes,

The student writes about relatively

low levels of unemployment

and inflation but, without actual

figures, there is nothing to show.
that the student understands what “a
low healthy level” of inflation or of
unemployment means. Indeed, without
definitions, there is nothing to show that
the student understands what inflation
and unemployment themselves are.
Growth and development as priorities are
introduced, but again not defined.

The student loses sight of the
question and makes a number of
unsupported statements.

Philllps' Curve

Rate of inFlation

Unemplogmenf %

An economy geared fowards a concept as such should reevaluate its goals and strive not for low
unemploymenf but For a heaﬁ‘hg relaﬂonship befween unemplogmenf and inflation. A gmphlml

example of where this relaﬁonship would be most beneficial is seen below, marked by point D.

Phi[lips’ Curve

Rate of inflation

Unemployment %

AT this point both levels of inflation and unemployment are relatively low and a balance between these

two is maintained. Therefore inFlation will remain af 4 low healthy level and so would

unemployment, yielding & healthy balance and overall healthy economy. However, this priorilizing of
unemployment and inflation should generally be done in MDC's (more-develaped countries) as
opposed to LDC's (lesser develo.ped countries). In LDC’s the economic concern and priorify should be

yielded more towards economic growth and dave{opmenf .

Economic growth and developmenr are more imporfant in this case because in order fo have jobs in an
economy: Land, Labor, Capifd, and EnTerprise must be devdoped 06 5aTisI:acTorg level, Also the
economy must grow fo produce these jobs for the people. These would be the top priorities for an LDC
as opposed to an MDC which would yield ifs priorifies more fowards a healthy balance between

ungmplogmenf and inflation.




This Is another case of the guestion
being answered before any definition
or explanation has been given. The
student introduces eight economic
concepts without defining a single one.

The student implies that a low rate
of inflation may be beneficial to the
economy, but does not explain why.

The diagram is explained, but

the student does not say why low
unemployment will cause income to
he better spread.

The student offers a reasonable
diagram to show a trade-off, but
again there is no worthwhile
explanation.

The student goes off the topic,
writing about how to deter
hypetinfiation. Once again,

no definition is given and the

explanation Is wrong, since the purpose is
not to stimulate investment as such.

Tt is best to maintain low unemplogmenf since the higher the number onor\(Lng people, the better the
money S“PPIH i S;Jread out. Tt is better to cause 4 little inflation than 4 litfle deFlation. The increasing
nurmber of warkers receiving income will lead fo increased demard. This will cause prices to jump up
a little with the use of monetary and fiscal policies. The increased demand will ultimately increase

proﬂf and lead 1o higher economic gruwﬂn.

In addition, the increase of Prices will ingrease the amount of investment, domestic and Foreign.
Consumers with dlsposable income will start invesfing their money, hoping fo geT G Larger return. This
investment will help Firms update their techological equipment and improve working condifions. The
Firms may also inerease workers’ wages, causing their standard of IEving {o Empmve. Thus, the
maintenance of low unemplogmem ulTimafelg‘ in the long run, leads to increased economic growih

and deveiopmenf.

% of income

% of households

This gmph Is an exampte of & Lorenz Curve. Tt shows how the income is distributed in an economy.
The dotted line represenfs an economy where the income is Perfecflg distributed ameng ifs individuals.
The low unemploymenf will cause the Total income 1o be betfer spmad out, as shown in the gmph

Price

=3

Tncome

This gmph shows how Higher income leads fo an increase in pri_ce level due to increased demand.

To deter a hgpermﬂation, the gavernmenf may increase inferest rafes To pr’omoTe investment.
Consumers will invest more because Thelj will receive a hlgher refurn due fo high inferest rates. This
will help to stabalize the amount of money in cireulation and also stabalize the demand. More peop\e
will invest or put their money in savings account, thus leading fo lower demand of goods and services.

e

X

G

The proposition that the priorily in economic management should be the maintenance of low
unemployment leads 1o the elassical debate between demand and supply~side economics. As already
formulated in 2.4) demand-side FJO“EL@S or government infervention such as monetary or fiscal policy
seems only able o be able to cure aither problem, inflafion or unemployment. Through factors such as
the wage price spiral, we see that by focusing on the problem of unemployment and correcting it
Thmugh monelgry or Fiscal policg leads to high levels of inflation, an undesivad ecoﬁomic pmHem.

Supply-side economics focuses on the other hand aufomatically on maintaining low employment as
they generally deal with shiffing the LRAS curve outwards to the right, lowering levels of
unemployment auforafically in effect, Supply~siders believe that through improving the quantity and
quality of the Factors of production, they can in the long run increase economic outpul and welfare.
f.’JH educaﬁng the work force and impmving human caPiTaL mobillfg Theg will be able to eure structural
unemployment, thus incraasing oufput and shifting the LRAS eurve outwards. By removing the
welfare benefits to the unemployed they will also increase the work incentive causing Further lowering
of unemployment rates. All in all, supply—side policies will incraase efficiency and lower
unemployment in the economy, as illustrated in Figure 2.3 where a shitting of the LRAS curve From
LRAS, 10 LRAS, represents, af the new equillbrium PC, Q. 4 lowering of unemployment s well as an
increase of oufput in the economy and a dampening of inflation.
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Figure 22

The alreadnj menfioned dampening of inflation shows thereforz how supplg—side policies, which

automafically insist that unemployment lovels will Fall, lead fo an increase in oufpuf and Fall in Price level
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: | = The proposiﬁan that the priorifg in econamic management should be the maintenance of low
H u 'I- ' n that st ‘. unempfogmenf is therefore not a gooc{ or effective proposifion if unemp\oymenf is controlled bg
- demand—side policies, as they lead often to high levels of inFlation. The praposition should therefore be
that an economy should be managed through supply-~side policies as they manage fo maintain low
employmes unemp{agmenf in combination with achieving econamic growfh and low inflation, Supplg—side pohcies
olicies are do however in essence deal with keaping low levels of unemployment, so the proposition is valid only iF
it is combined or carried out fhrough supplgfﬂﬁe policies.

Keynsians do often argue however that suppig—side Pohcies lead to a shifting of the AD curve to the
right, resulting actually also in inflation. An effective supply-side policy should therefore also use
moneTanj Pohcg to control the AD curve. This therefore proves that onlg & combination of both pohcies

The student does not finishistrongly
and makes some unsupported
statements.

SJlwouode Jeuonneuaslu] "6

will work,

You should he able to:

* define and give examples of factor endowments, specialization, and political
factors as reasons for trade

¢ define, explain, and give examples of absolute and comparative advantage

» show absolute and comparative advantage through both numerical and
diagrammatic representations

!,ﬁ_‘L_ * explain the importance of the role of opportunity cost in the concept of
comparative advantage

I 5 2 o . .
“L:i * explain the limitations of the theory of comparative advantage.

' You should be able to:

= define, explain, and give examples of tariffs, quotas, and subsidies as means of
protectionism, and show all of the above in diagrams

* define, explain, and give examples of Voluntary Export Restraints (VERS),
administrative obstacles, health and safety standards, and environmental
standards as means of protectionism

* explain the infant industry argument, the need for diversification, protection
of employment, a source of government revenue, strategic arguments,
F overcoming balance of payments disequilibrium, and anti-dumping as
' arguments for protectionism

-.! * explain the inefficiency of resource allocation, the costs of long-run
protectionism, increased consumer prices, and damage to export
competitiveness as arguments against protectionism.




